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Revenue Estimates

The State Funding Board met on December 14, 2001 to hear presentations about the
State’s near-term economic outlook and estimates of State tax revenue collections for the
fiscal years 2001-02 and 2002-2003. Presenters included Mr. Jim Davenport of the Fiscal
Review Committee, Dr. Albert DePrince of Middle Tennessee State University, and Dr.
William Fox of the University of Tennessee. Dr. John Gnuschke of the University of
Memphis was unable to attend the meeting, but provided materials which were
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distributed to members. A spreadsheet that summarizes the State tax revenue estimates
as presented is attached to this memorandum (Attachment 1 for FY 2001-02 and
Attachment 2 for FY 2002-03). The Board met again on December 18, 2000 to finalize

its deliberations on ranges for tax revenue growth rates.

The Board is charged with responsibility to develop consensus ranges of revenue growth.
In doing so, the Board evaluates and interprets economic data and revenue forecasts
supplied by various economists as well as persons acquainted with the Tennessee revenue
system. Since this is a revenue estimation process and not a budgeting process, the
Board does not take into consideration the State’s fiscal situation when developing its
consensus ranges of revenue growth. Fiscal considerations properly belong with those
who set the State’s revenue estimates — the Administration that recommends |
appropriation levels based upon its assessment of revenue growth and the General
Assembly that adopts a de facto revenue estimate through its final action on the
appropriations bill. The Board wishes users of these consensus ranges to take notice that
these ranges are not discounted in an attempt to add conservatism given the State’s
current fiscal condition.

Regarding the economy, it was noted that a national recession has existed since March
2001. The consensus of presenters was that Tennessee’s economy has experienced this
recession since at least that time. Presenters noted that the level of unemployment both
nationally and in Tennessee is trending upward, leading to concerns about the willingness
of Tennesseans to continue to consume and, thereby, generate sales tax revenue. Sales of
technology items has weakened substantially over the last year. Purchase of such items
has been the primary vehicle for business investment and weakening in this area also
negatively impacts state revenues. Two key drivers of the sales tax, vehicle sales and
home building, were also discussed. Auto sales, encouraged by special financing offers,
have performed well, although at levels that are at unsustainable into the future. In a like
manner, home building activity has been strong during 2001, fueled by lower mortgage
rates; however, recent months have seen a decrease in volume to a level more consistent
with the overall condition of the economy. Earnings reports have been less than
encouraging in the corporate sector.

With regard to state tax revenues, presenters were in agreement that the current year
revenue estimates would not be met. The range of undercollection for total taxes ran
from a low of $235 million to a high of $372 million. The undercollection can be
attributed primarily to the two engines of state revenue: the sales tax and the combined
franchise and excise tax. The estimates reflect continued weakness in consumer and
business purchases for the remainder of the year with a corresponding negative effect on
sales tax collections. Corporate taxes were likewise impacted, with estimates reflecting
weakness in corporate profits outlooks. As to FY 2002-03, all presenters project revenue
growth driven by an economy pulling out of a recession; however, presenters differ on the
timing and speed of the recovery. While projecting moderate levels of revenue growth,
presenters were unable to identify specifically the drivers of this estimated growth. The
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Board noted that other factors are at work which may impact revenue growth, including a
potential decrease in capital gains taxed through the Hall income tax and the impact of
federal fiscal stimulus legislation currently pending before Congress. Under the Hall
income tax, dividend distributions arising from capital gains are taxable and, it is
believed, account for 8% to 10% of total Hall tax revenues. Given the decreased
valuations in the market over the last 18 months it seems likely that Hall income tax
revenues will be negatively affected. As to the federal stimulus package, consideration is
being given to providing shortened depreciation periods for certain assets. If enacted, this
change will negatively impact collections of corporate taxes.

All presenters expressed a degree of caution as to their revenue estimates, noting that
more downside risk was present than upside risk (i.e. it is more likely that their estimates
will overstate revenue than understate revenue). Key to all the estimates are assumptions
as to the timing and speed of recovery of the economy. Given this, caution is warranted.
For example, one presenter noted that his revenue estimates could be overstated by 1/3rd
to Y if his timing of the recovery is not accurate.

Based upon the presentations made and discussions that followed, the Board has
developed consensus revenue estimates for the current and next fiscal years. These
estimates are expressed in ranges of growth rates in State tax revenue collections. The
following table summarizes these estimates:

FY 2001-02 FY 2002-03
Low High Low High
Total State Taxes (2.60)% (1.60)% 2.25% 3.00%
General Fund Only (2.80)% (1.80)% 2.50% 3.25%

The Board believes these are reasonable estimates; however, as the Administration and
General Assembly use these ranges to set a revenue estimate for budget purposes, the
Board urges caution. In establishing a specific revenue estimate, there must be an
awareness of the State’s overall financial condition. Historically, fund balances in
various reserves (including the revenue fluctuation reserve fund) have been available for
use when the State experienced unexpected revenue shortfalls. Given the current year
situation, these reserves may well be exhausted in meeting current year needs, leaving
few reserve funds available to meet any revenue shortfall in FY 2002-03. Second, the
estimated ranges for FY 2002-03 are based on assumptions as to when the national and
state economies will begin a recovery from the current recession. Should these
assumptions be overly optimistic, then the revenue growth ranges cited above will be
overly optimistic. Lastly, other factors exist which may negatively impact state revenues
and which cannot be quantified at this time. These include the impact of federal stimulus
legislation and the impact of reduced capital gains on Hall income tax revenue.
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With regard to the FY 2001-02 consensus growth rate ranges, it should be noted that the
lower end of the range assumes performance during the remainder of the year exhibits
patterns similar to that seen through November, while the upper end of the range assumes
collections for the remainder of the year mimic collections for the same period during FY
2000-01 which would represent an improvement over current year experience. For FY
2002-03, the high end of the range assumes a recovery from the current recession during
the second half of CY 2002, accompanied by a return to normal expenditure patterns by
both individuals and businesses. The low end of the range assumes an economic recovery
occurring during the first half of CY 2003. Using the high end of this range for budgetary
purposes is accompanied by significant risk. For budgetary purposes, the Board would
encourage use of conservative revenue estimates.

As in past years, the Board intends to revisit the estimates prior to the General
Assembly’s final budget deliberations. At that time, updated information should be
available on all tax collections, particularly those of our major tax types, the sales,
franchise and excise tax. Each of you will be advised of any revisions made by the Board
at that time.

We will be happy to discuss these matters with you further at your convenience.

Attachments

cc. The Honorable John S. Wilder
The Honorable Jimmy Naifeh
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